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Abstract
This paper is a collection of case studies performed with different real-world numbers
from various companies whose names have been changed for confidentiality reasons. The
different cases examine financial statements from these companies, and each case has a
different topic of accounting to examine and answer questions about. The only outside
source I used to answer these questions came from the FASB Codification. While most of
the answers are correct, some may be just opinionated based on the research I did with
the Codification and outside knowledge from the classroom. I am thankful for the
opportunity I had to work with Dr. Dickinson on these case studies, and I feel as though
this work enhanced my experience and knowledge earned with the Patterson School of
Accountancy.
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Case 1:
Glenwood Heating and Eads
Heater Inc.
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I.  

Executive Summary
Below are the four major financial statements for year one of operations for
two companies: Glenwood Heating, Inc. and Eads Heater, Inc. Each company
operates under similar economic conditions, but each manager makes different
accounting choices in preparing the company’s financial statements. After
reviewing these financial statements, I would invest my personal funds in
Glenwood Heating, Inc. because of their total profitability compared to Eads
Heater, Inc. One particular example that represents the better company to
invest in is the results of the net income and the earnings per share. The higher
earnings per share statistic implies that the portion of each company's profit
allocated to each outstanding share of common stock is higher for Glenwood
Heating, Inc. compared to Eads’s earnings per share. With a higher net
income compared to Eads Heater, Inc. also, these two statistics are just a
couple examples as to why Glenwood Heating, Inc. is the more profitable
company to invest in. Transactions as well as adjusted trial balances for year
one for both companies are listed in the appendices following the financial
statements.
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II.   Financial Statements
A.  Glenwood Heating, Inc.
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B.  Eads Heater, Inc.
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III.   Analysis
In my opinion, Glenwood Heaters, Inc. possesses more profitable statistics compared
to Eads Heaters, Inc. overall. When comparing the financial statements of the two
companies, it is slightly difficult to immediately know which company is the better one to
invest in. However, with a little analysis of the statistics listed in the statements, it is clear
to me that Glenwood would be the more profitable of the two companies. I specifically
believe that Glenwood would be more profitable in the long-run than Eads Heaters, Inc.
rather than in the short-run. As stated in the Executive Summary above, Glenwood
Heaters, Inc. has a higher net income than Eads, and the two companies paid the same
amount in dividends. Ultimately, this would allow Glenwood to also possess more
retained earnings. Glenwood’s FIFO inventory method leads to a lower cost of good sold
amount compared to Eads’s LIFO inventory method. Because Glenwood’s cost of goods
sold is lower than Eads’s cost of goods sold, Glenwood then in turn possesses a higher
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gross profit for the period. In addition, Eads Heaters, Inc. made the decision to use a
double-declining balance depreciation method on the equipment they purchased, and this
led to a higher depreciation expense on the equipment. To further analyze the two
companies, I calculated a couple profitability ratios in order to decipher the information
in the financial statements. I found that Glenwood surpasses Eads in many of the
profitability ratio tests, such as the gross profit margin, the profit margin, and the debt
ratio.

Glenwood Heaters,

Eads Heater,

Profitability Ratios

Inc.

Inc.

Gross Profit Margin

55.58%

52.62%

Profit Margin

23.27%

17.70%

Earnings Per share
Debt Ratio

28.98
64.28%

22.04
70.54%

The results of these four ratios are simple, yet extremely significant when interpreting the
data found in the financial statements. A lower debt ratio usually implies a more stable
business with the potential of longevity because a company with lower ratio also has
lower overall debt. Profit margin is an indicator of how efficient a company is and how
well it controls its costs. The higher the margin is, the more effective the company is in
converting revenue into actual profit. Even though many of the statistics favor the
Glenwood company, Eads does hold advantages in certain areas of the financial
statements. The net operating cash flow and the total net cash flow are prime
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representations of how Eads holds an advantage in some areas, but overall I feel as
though investing or lending money to Glenwood Heaters, Inc. will prove to be more
successful than investing or lending money to Eads Heaters, Inc.

IV.   Appendix A: Adjusted Trial Balance for Glenwood
Heaters, Inc
Debits
Cash

$426

Accounts

99,400

Credits

Receivable
Allowance for

994

Bad Debts
Inventory

62,800

Land

70,000

Building

350,000

Accumulated

10,000

Depreciation,
building
Equipment
Accumulated

80,000
9000

Depreciation,
equipment
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Accounts

26,440

Payable
Interest Payable

6,650

Note Payable

380,000

Common Stock

160,000

Dividend

23,200

Sales
Cost of Goods

398,500
177,000

Sold
Other Operating

34,200

Expenses
Bad Debt

994

Expense
Depreciation

19,000

Expense (Total)
Rent Expense

16,000

Interest Expense

27,650

Provision for

30,914

Income Tax

Total:

	
  

$991,584

$991,584
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V.  

Appendix B: Adjusted Trial Balance for Eads Heaters,
Inc.
Debits

Cash

$7,835

Accounts

99,400

Credits

Receivable

$4,970

Allowance for bad
debts
Inventory

51,000

Land

70,000

Building

350,000
10,000

Accumulated
Depreciation,
building
Equipment
Accumulated

80,000
20,000

Depreciation,
equipment

	
  

Accounts Payable

26,440

Interest Payable

6,650
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Note Payable

380,000

Lease Payable

83,360

Common Stock

160,000

Dividend

23,200
398,500

Sales
Cost of Goods

188,800

sold
Other Operating

34,200

Expenses
Bad debt expense

4,970

Depreciation

41,500

expense (Total)
Leased

92,000

Equipment
Interest Expense

35,010

Provision for

23,505

Income Tax
Accumulated

11,500

Depreciation,
Leased
Equipment
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Total

	
  

$1,101,420

$1,101,420
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Case 2: Income Statement
Presentation
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To whom it may concern at Totz Inc.:
Thank you for contacting me to assist with the preparation for your income
statement. The following information are references within the Codification that I have
researched to provide evidence and steps on how to present your income statement at the
end of the fiscal year ended on January 30, 2016.

1.   With regards to your net sales presentations, you will have to separate your
revenues when you prepare your income statement. Since you have two different
streams of revenue within your corporation, retail and services, you will need to
comply with sections § 210.5–03.1 on the Codification. If you follow the FASB
code 225-10-S99-2, you will see how net sales and revenues should be separated
according to the Codification. Regulation S-X Rule 5-03 of the Codification states
that net sales of tangible products (gross sales less discounts, returns and
allowances) and revenues from services should be stated separately. In
accordance with these guidelines, you should report sales from retail of $75.3
million and sales from services of $11.2 million
2.   Your presentation of your gross profit on your income statement can be found in a
similar place in the Codification as your net sales. In accordance with SEC §
210.5–03.2 and FASB 225-10-S99, you should also present the cost of tangible
goods sold and the cost of services as separate line items. You stated in the
information given to me that your cost of sales included product costs, freight-in
and import costs, and direct labor costs for Doodlez employees. In accordance
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with the guidelines listed above, it is incorrect to include direct labor costs in the
cost of sales because only the cost of tangible goods sold should be used to
calculate gross profit.
3.   With regards to your gain on the sale of your property, you can refer to the
Transition Guidance “225-20-65-1”. Section 45-4 states, “Certain gains and losses
shall not be reported as extraordinary items because they are usual in nature or
may be expected to recur as a consequence of customary and continuing business
activities.” One of the examples listed in this section reads “other gains or losses
from sale or abandonment of property, plant, or equipment used in the business.”
In addition, SEC § 210.5–03.7(d) and FASB 225-10-S99 state you should report
your $1.7 million gain as a separate line item under “non-operating income.”
4.   This last part of the analysis that needs to be determined involves a class action
settlement. I personally would consider a class action lawsuit to be both
infrequent and unusual. Therefore, the FASB Codification classifies this event as
an extraordinary item, which is described in section 225-20-45. According to SEC
§ 210.5–03.16, you should list this gain from the case on a separate line item
because this rule requires SEC companies to list extraordinary gains or losses as a
separate line item.
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Case 3:
Rocky Mountain Chocolate
Factory, Inc.
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Rocky Mountain Chocolate Factory, Inc Financial Statements
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Case 4: Fraud
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Fraud Scheme

Internal Control

Lack of a time clock enables employees to lie

Technology Update: An online

about the time they have worked.

program/software should be implemented to
record and time hours worked (suggestion:
Paycom.com).

An employee accepts a check for merchandise

Physical Audit: A physical count of inventory

and completely bypasses the electronic

should be done periodically to make sure sales

system.

and ending inventory match total inventory.

Since there is not a physical inventory count

Separation of Duties: There should be only

and all employees have authority to enter all

one employee authorized to make returns

types of transactions, an employee can make a

during the shift.

sale and then create a false return right after

Approval Authority: All employees are able to

and pocket the cash from the sale.

make returns but must first have approval
from a manager to create this transaction.
Physical Audits: A physical count of
inventory and cash should be taken. Cash
should be done on a daily basis; depending on
size of the store, inventory counts can be done
less frequently—monthly or quarterly.

	
  

During a transaction a discount is added to the

Physical Audit: There should be a physical

full price for customer to pay. The system

count of cash at the end of an employee’s

shows entire price recorded, but the employee

shift. Cash sales and credit sales should equal
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pockets difference between full price and full

the amount of cash and total for credit card

price plus the discount that the customer pays.

transactions, respectively.

Lack of security measures make it easy for

Physical safeguards: Cameras, locks, and

employees to steal merchandise.

sensors can be used to ensure that all
merchandise taken outside of the store is paid
for. Additionally, it adds to the safety of
employees and merchandise in the case of a
robbery.
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The business is running on a simple

Technology update: Using a more advanced

accounting software.

accounting system can more accurately
pinpoint and track discrepancies. In light of
expansion, a more advanced system in
necessary.

Lucy handles minor customer complaints. She

Separation of Duties: There should be more

could fake a complaint asking for a refund and

than one person handling complaints and

then pocket the money for the refund.

customer service. A suggested pipeline is
delegating complaints and customer service to
an experienced employee. This employee will
forward the issue along with a solution to the
manager who either approves or declines the
suggestion. Upon approval, the store owner
will send an email to the customer inquiring if
the customer service was handled correctly
and satisfying.

Employees can disguise fraud by using

Access Controls: Each employee’s code to the

another employees access code to the register.

register should be changed periodically to
ensure they are kept unique and secret.
Separation of Duties: Authorize only two
employees to create transactions during the
shift, and designate them to a specific register.
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This places the responsibility of each register
reconciling on one employee.
Lucy has access to the accounting system and

Access Controls: Passwords should be

thus the inventory system; she can alter the

implemented to access different parts of the

inventory to cover up discrepancies in sales

accounting system. Not only does it keep

and the electronic inventory count.

unauthorized users out of the system but
makes it easier to identify the source of error
or discrepancy.

Employees are authorized to enter all types of

Approval Authority: Transactions of a large

transactions.

dollar amount or transactions that require a
large amount of cash change being given back
to the customer should be required to have
manager approval before occurring.

	
  

Lucy summarizes and records daily sales in

Separation of Duties: The job of reporting and

the accounting system and prepares bank

depositing should be separated to lessen the

deposits.

chance of fraud.
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Case 5: Inventories
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1.   Raw materials inventory consists of all the materials needed to make the goods in
the manufacturing company. These materials can be traced directly to the end
product. The work-in-process inventory consist of the costs associated with the
raw material for unfinished or partially processed units, the direct labor cost
applied to the materials, and a share of the manufacturing overhead costs. The
finished goods inventory consists of the costs associated with the units still on
hand at the end of the period.
2.   The inventory balance is recorded net of an estimated amount for obsolete or
unmarketable inventory. The amount is based upon current inventory levels, sales
trends, and historical experience as well as management’s estimates of market
conditions and forecasts of future product demand.
3.   a. This account will appear on the balance sheet within the current assets portion.
Gross inventory would be reported, then you would have a line that reads, “less:
allowance for obsolete or unmarketable inventory.” After this recognition of the
contra-asset, net inventory would be reported.
b. At the end of 2011, the gross amount of inventory would be $243,870
($233,070 +$10,800). At the end of 2012, the gross amount of inventory would be
$223,254 ($211,734+$12,520).
c. I believe that the raw materials inventory and the finished goods inventory
would hold the larger portions of the reserve for obsolete inventory. I believe that
the inventory within the work-in-process inventory would be less likely to
become obsolete, or out-of-date because it is in the process of becoming finished.
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In terms of percentage, I would guess that raw materials inventory would consist
of 45% of the reserve for obsolete inventory, finished goods inventory would also
consist of 45%, and work-in-process inventory would consist of around 10%.
4.   1/31/12

Cost of Goods Sold

13,348

Allowance for Obsolete Inventory
12/31/12

Allowance for Obsolete Inventory

13,348
11,628

Finished Goods Inventory

11,628

5.  
Raw Materials Inventory
46,976

442,068

Cost of Goods Sold
0

438,561

13,348

43,469

572,549

Work-in-Process Inventory
1,286

585,897

568,735
Finished Goods Inventory

126,000
442,068

184,808

13,348

619

568,735

572,549

167,646
Accounts Payable
432,197

39,012
438,561
45,376
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6.   2011: Inventory Turnover Ratio= (575,226)/[(268,591+233,070)/2]= 2.29
2012: Inventory Turnover Ratio=(585,897)/[(233,070+211,734)/2]= 2.63
7.   2011: Inventory Holding Period= (365)/(2.29)= 159.39 days
2012: Inventory Holding Period= (365)/(2.63)= 138.78 days
It is taking less days to manufacture and sell its inventory currently than in the
prior year. Therefore, the company is becoming more efficient with its inventory
management.
8.   13348 = .07223
18480
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Case 6: World Com, Inc
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a)   i. Assets are defined as items owned by an organization that will benefit the
organization in the future. Expenses are characterized as the using-up of assets
and negative financial impacts from the organization’s activities.
ii. Costs incurred to achieve greater future benefits from the asset should be
capitalized. Expenditures that maintain a given level of service should be
expensed. To be capitalized, the useful life of the asset must be increased, the
quantity of service produced from the asset must be increased, or the quality of
units produced must be enhanced. Ordinary repairs are expensed while
betterments are capitalized.
b)   After capitalizing a cost, the asset that was capitalized is depreciated over time.
This is represented by a depreciation expense on the income statement, and a
contra asset account on the balance sheet titled “Accumulated Depreciation”. (Or
the asset could be amortized over time with an amortization expense).
c)   The line costs associated with the company are expenses paid to local telephone
networks to complete calls. The entry looks like this:

Line Costs (Exp)
Cash

d)

14,739,000,000
14,739,000,000

The line costs were the charges that were made improperly. Rather than being
reported as operating expenses, Sullivan moved a large portion into the category
of capital expenditures. These charges consist mostly of transport and access
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charges. These costs do not meet my definition of assets because they are not
items that will benefit the company in the future; they are simply expenses.

e)

PPE (Asset)

3,055,000,000

Line Costs (Exp)

3,055,000,000

These costs appeared under the Property, Plant, and Equipment assets section on
the balance sheet. I believe they are most likely considered Communications
Equipment.
f)

771,000,000/22 years * 4/4= $35,045,454.55
610,000,000/22 years * ¾= $20,795,454.55
743,000,000/ 22 years *2/4=$16,886,363.64
931,000,000/ 22 years *1/4=$10,579,545.45
Sum= $83,306,818.19

Depreciation Expense

g)

83,306,818.19

Accumulated Depreciation

83,306,818.19

Income before taxes, as reported

$2,393,000.00

Add back Depreciation for the year

83,306,818.19

from part (f)
Deduct Line costs that were

	
  

Improperly capitalized

($3,055,000,000.00)

Loss before taxes, restated

-$2,969,300,182
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Income Tax Benefit

$2,593,149,614

Minority Interest

$35,000,000.00

Net Loss, Restated

($341,150,568.00)
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Case 7: Targa Co
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In this particular case, Targa Company has notified its employees that it is
restructuring a business line. Targa Co. is considering relocating the manufacturing
operation from its present location to a new facility in a different geographic area. In
doing so, the company would terminate many employees. In addition, Targa will provide
two weeks’ severance to individual employees upon non-voluntary termination of around
$500,000. Also, the facility manager will receive an additional lump-sum benefit of
$50,000 upon closure of the facility. Aside from benefits from the employee termination,
Targa Co. will also have to pay relocation and staff training costs. With all this change
taking place, Targa Co. must make sure that it reports all these expenses and employee
benefits in the correct way in its financial statements.
1.   According to FASB Codification 420-10-25-4:
25-4  
An arrangement for one-time employee termination benefits exists at the date
the plan of termination meets all of the following criteria and has been
communicated to employees (referred to as the communication date):
a. Management, having the authority to approve the action, commits to a plan of
termination. b. The plan identifies the number of employees to be terminated,
their job classifications or functions and their locations, and the expected
completion date. c. The plan establishes the terms of the benefit arrangement,
including the benefits that employees will receive upon termination (including but
not limited to cash payments), in sufficient detail to enable employees to
determine the type and amount of benefits they will receive if they are
involuntarily terminated. d. Actions required to complete the plan indicate that it
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is unlikely that significant changes to the plan will be made or that the plan will
be withdrawn.
This part of the Codification states that companies do owe the employees benefits at the
date the plan of termination, and it lists the requirements for the one-time benefits to be
recognized by a company.
Also, FASB Codification 712-10-25-1:
25-1
Nonretirement postemployment benefits offered as special termination
benefits to employees shall be recognized as a liability and a loss when the
employees accept the offer and the amount can be reasonably estimated. An
employer that offers, for a short period of time, special termination benefits to
employees, shall not recognize a loss at the date the offer is made based on the
estimated acceptance rate.
This part of the Codification actually states where Targa Co. should report these
employee benefits in its financial statements. They should be recognized as liabilities on
the financial statements because a loss cannot be reasonably estimated in this situation.
The second aspect Targa Co. must report on its financial statements are the retraining and
relocation costs associated with their restructuring stage. FASB Codification 720-45-55-1
states the following:
55-1

The following table sets forth the accounting for typical components of a business
process reengineering/information technology transformation project based on whether
the item should be:
a. Expensed as incurred in accordance with the guidance contained in this Subtopic
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b. Expensed as incurred in accordance with internal-use software guidance contained in
Subtopic 350-40
c. Capitalized in accordance with internal-use software guidance contained in
Subtopic 350-40
d. Capitalized as part of the cost of acquiring a fixed asset in accordance with a
company's existing policy.

In addition to this entry to the Codification, FASB Codification 720-45-25-2 states:
The following third-party or internally generated costs typically associated with
business process reengineering shall be expensed as incurred:
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•  

a. Preparation of request for proposal—the process of preparing a proposal.

•  

b. Current state assessment—the process of documenting the entity's current
business process, except as it relates to current software structure. This activity is
sometimes called mapping, developing an as-is baseline, flow charting, and
determining current business process structure.

•  

c. Process reengineering—the effort to reengineer the entity's business process to
increase efficiency and effectiveness. This activity is sometimes called analysis,
determining best-in-class, profit and performance improvement development, and
developing should-be processes.

•  

d. Restructuring the work force—the effort to determine what employee makeup
is necessary to operate the reengineered business processes.

All in all, these entries in the Codification justify how Targa Co. will report the retraining
and relocation costs associated with their restructuring plan. These costs will be expensed
as incurred.
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Case 8: Equity
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a.   i. Merck is authorized to issue 5,400,000,000 shares.
ii. 2,983,508,675 shares were actually issued in 2007.
iii. 2,983,508,675 shares at par value (one cent) = $29,835,086.75
iv. 811,005,791 shares are held in treasury.
v. 2,172,502,884 shares are outstanding.
vi. 2,172,502,884 x $57.61 = $125,157,891,100
b.   none
c.   Companies pay dividends on their common or ordinary shares because investors
see this as a positive growth sign and as a strength of a company (basically, a
good investment). A company’s share price will normally go down when
dividends are paid.
d.   Many companies repurchase their own shares because the stock is undervalued.
By doing this, the company can repurchase at a “low” price and resell it at a
“higher” price. Another, reason would be to increase EPS due to decreasing the
number of shares outstanding. Other reasons to repurchase their own shares would
be to provide stock for employee stock compensation plans or to provide a tax
efficient distribution to shareholders.
e.   Retained Earnings

3,310,700,000

Dividends Payable

3,400,000

Cash

3,307,300,000

f.   None
g.   i. Merck uses the Cost Method to account for its treasury stock transactions.
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ii. 26,500,000 shares were repurchased in 2007.
iii. Merck paid $1,429,700,000 in total and $53.95 per share to buy back its own
stock during 2007.
iv. Treasury stock is not recorded as an asset because an asset is an item held for
future use. Treasury stock is a contra-equity account, and even though you can
gain cash by repurchasing and reselling treasury stock, one cannot label this as an
asset.
i.
2007
Dividends Paid

2006

$3,307,300,000

$3,322,600,000

2,172,502,884

2,167,785,445

Net Income

$3,275,400,000

$4,433,800,000

Total Assets

$48,350,700,000

$44,569,800,000

$6,999,200,000

$6,765,200,000

Year-end Stock Price

$57.61

$41.94

Dividends per Share

$1.52

$1.53

2.64%

3.65%

101.08%

74.94%

Dividends to total assets

6.84%

7.45%

Dividends to operating

47.25%

49.11%

Shares Outstanding

Operating Cash Flows

Dividends yield (dividends
per share to stock price)
Dividend payout
(dividends to net income)

cash flows

	
  

46	
  

	
  

Case 9: Xilinx, Inc.- StockBased Compensations
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A)   Xilinx uses a stock compensation plan in which they grant employees the ability
or the right to purchase stock at a set price, assuming the specific employee
continues his or her service to the firm. These types of compensation plans
incentivize employees to stay and continue to work for the company in order to
receive stock rewards further into the employees’ careers. Employees are issued
additional paid in capital stock options at first but can later exchange into
common stock.
B)   The use of RSUs and stock options differ in that the company can grant
employees either cash equivalents or shares of company stock with RSUs. This
would incentivize employees because some employees may just want to accept
cash equivalents rather than fooling around selling a stock. The employees will
not have to worry about the stock price rising when they just accept these cash
equivalent rather than the shares of stock. Restricted stock options never become
worthless, but they must follow many regulations by the SEC.
C) Grant Date- usually the first date of the offering period.
Exercise price- the price per share at which the owner of a traded option is
entitled to buy or sell the underlying security.
Vesting period- the time that an employee must wait in order to be able to
exercise employee stock options.
Expiration date- the date at which the holder loses the option to buy at the
exercise price.
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Options/RSUs granted- employees have the option to hold a stock option or RSU
if they meet requirements.
Options exercised- when an employee exercises his or her right to turn the
additional paid in capital to common stock shares of the company.
Options/RSUs forfeited or cancelled- when employees do not make it through the
vesting period, they are required to return any dividends they received during the
vesting period.

D)   The Employee Stock Purchase Plan gives employees a 24-month purchase right to
purchase the company’s common stock at the end of each six-month exercise
period. The purchase plan allows employees to purchase at a discount of the fair
market value. The stock option plan only allows employees to purchase at a
certain price. The RSU plan only lets employees purchase a set number of shares.
Around 78% of the eligible employees for the company participate in this stock
purchase plan. However, the participation is limited to only 15% of the
employees’ annual earnings up to $21,000 in a calendar year.
E)   Note 2 discusses stock-based compensation for Xilinx’s employees. GAAP
requires companies to record an expense for the cost of all employee equity
awards that are expected to be exercised. Xilinx specifically uses straight-line
amortization to recognize these costs over the employee’s service period. The
stock-based compensation plan is viewed as the compensatory plan under GAAP
for share-based payment.
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F)   i) Total expense (before income taxes) for stock-based compensation in 2013=
$77,862
ii) Xilinx includes this expense on its income statement as an operating expense.
The total expense is broken up into 3 categories: research and development,
selling, and general and administrative.
iii) Xilinx will add these expenses to the operating section of the statement of cash
flows.
iv) The stock-based compensation expense creates a deduction in the income tax
in the future because it is a deferred tax asset; meaning you have an obligation to
pay it in the future.
v)

Deferred Tax Asset
Income Tax Payable

22,137
22,137

I)   i) The Wall Street Journal article titled “Last Gasp for Stock Options” discusses
basically how the use of stock options has declined since 1999 when they were
most popular. The article states that stock options once “accounted for about 78%
of the average executive’s long-term incentive packages. Last year, they
represented just 31% and are expected to shrink to 25% in the next 2 years.” The
trouble with these stock options is that they give employees the right to buy a
company’s stock at a specific “strike price” at a predetermined rate in the future,
but “they are worthless if the stock doesn’t reach that price.” Employees and
companies have grown to favor restricted stock over stock options because of its
easier way of exercising these shares of stock.
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ii) After observing Xilinx’s footnotes showing the number of RSUs and stock
options issued, it is evident to see the decline in the number of shares issued
through stock options and an increase in the number of RSUs. This is exactly
what was said in the Wall Street Journal article. Restricted stock shares have
increased from 3,652 shares in 2010 to 5,996 shares in 2013. On the contrary,
stock option shares have decreased from 31,026 shares in 2010 to 12,753 shares
in 2013.
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Case 10: Revenue
Recognition
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Part I:
Step 1: Identify the contract with a customer.
When the student orders the cup, a contract has been made. This contract is for $5. The
payment terms were agreed on, and ownership was transferred from the Bier Haus to the
customer at exchange.
Step 2: Identify the performance obligations.
The performance obligation is for Bier Haus to serve the cup of beer to the customer. The
bartender fulfilled his obligation by giving the beer for the payment at exchange.
Step 3: Determine the transaction price.
The transaction price is the $5, and the bartender received this at the time of exchange.
Step 4: Allocate the transaction price to the performance obligation in the
contract.
Since there is only one price and one performance obligation, the $5 is associated with
the bartender giving the beer to the customer.
Step 5: Recognize revenue when the entity satisfies a performance obligation.
Revenue should be recognized immediately because the obligation was fulfilled at
exchange and when the payment was made.

Journal Entry:

Cash

5
Sales Revenue

5

Part II:
Step 1: Identify the contract with a customer.
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A contract has been made when the student orders a large beer in an Ole Miss thermal
mug. Ownership was transferred, and payment of $7 was agreed on.
Step 2: Identify the performance obligations.
The performance obligation is for the bartender to serve the customer with a large beer in
an Ole Miss thermal mug.
Step 3: Determine the transaction price.
The transaction price was $7 for the large beer in the thermal mug for the performance
obligation.
Step 4: Allocate the transaction price to the performance obligation in the
contract.
The stand-alone price for the thermal mug is $3, and the stand-alone price for the beer is
$5. The bartender did give a discount of $1 for this purchase. $2.63 should be allocated to
the mug and $4.37 should be allocated to the beer. This is based on the sum of the standalone price, and the fractions of each of items allocated to that price.
Step 5: Recognize revenue when the entity satisfies a performance obligation.
Revenue is recognized at exchange because $7 was received as the beer and mug were
sold.

Journal Entry:

Cash

7
Sales Revenue -Beer 4.37
Sales Revenue-Mug 2.63

	
  

54	
  

	
  
Part III
Step 1: Identify the contract with a customer.
The contract in this part consists of two parts. The first being that the bartender offered a
beer for $5 and the student accepted this offer. The second being the bartender offering a
coupon for two pretzels for $2. In total, the contract was worth $7 for a beer and a coupon
for two pretzels.
Step 2: Identify the performance obligations.
The performance obligation requires Bier Haus to serve the student the beer and give he
or she the coupon redeemable later for two pretzels.
Step 3: Determine the transaction price.
The transaction price was $7 for the beer and the coupon exchanged, and it was received
immediately.
Step 4: Allocate the transaction price to the performance obligation in the
contract.
The stand-alone price for the beer is $5, and the stand-alone price for the coupon is $3.50.
This totals to $8.50 for total original (stand-alone) price. Allocate each item based on
fractions of this sum. The beer is now worth $4.12, and the coupon is now worth $2.88.
Step 5: Recognize revenue when the entity satisfies a performance obligation.
Revenue should be recognized now because the performance obligation has been fulfilled
of providing both the beer and the coupon. One does not wait to recognize the coupon
revenue when the coupon is used because historically coupons have always been
redeemed at some point in the future.
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Journal Entry:

Cash

7
Sales Revenue-Coupon

2.88

Sales Revenue-Beer

4.12

Part IV
Step 1: Identify the contract with a customer.
The contract was made when the student ordered two pretzels from the bartender. The
price was stated, but the student showed his coupon and exchange was agreed upon by
both parties.
Step 2: Identify the performance obligations.
The performance obligation was that the bartender would serve the student the two
pretzels in exchange for the coupon he or she issued to the student a while back. This
obligation was met.
Step 3: Determine the transaction price.
The transaction price was labeled as $4 for the two pretzels. However, the coupon was
used to pay for this, so the retirement of the coupon is the form of payment.
Step 4: Allocate the transaction price to the performance obligation in the
contract.
Since there is only one price and one performance obligation, the $4 price is the
transaction price. However, this, once again, is covered by retiring the coupon.
Step 5: Recognize revenue when the entity satisfies a performance obligation.
The revenue for this transaction was recognized in the last part of this case. The pretzels
the coupon purchased were accounted for in the last transaction, thus the revenue was
recognized then. For this transaction, no revenue is recognized. No journal entry needed.
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Case 11: Zagg Inc
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a)   Book Income is the amount of income a company reports on its financial statements
(income statement). It is also called financial income, which basically symbolizes
income before income taxes. This can be calculated by taking all the revenues of the
company and subtracting the expenses (besides income tax expense). ZAGG’s book
income is $23,898,000. The taxable income differs from a company’s book income
because a taxable income is the amount after the income tax expense.
b)   i. permanent tax differences- an expense that will not be eligible for any type of tax
deduction. An example: a company has capital expenditures of $10,000 for one year.
Capital expenditures do not receive any tax deduction, so the company’s book income
and taxable income will have a permanent tax difference of $10,000.
ii. temporary tax difference- income recognized under the cash-basis of
accounting, but is not yet earned on the accrual-basis of accounting. Depreciation
is an example of a temporary tax difference. If a company reports $20,000 worth
of depreciation, but only $15,000 worth of depreciation expense, there is a
temporary tax difference of $5,000. The purpose of this is to deduct the cost of an
asset quicker than it is expensed for tax purposes.
iii. statutory tax rate- the tax rate imposed by legal standards.
iv. effective tax rate- the average rate at which an individual or corporation is
taxed. The average rate at which earned income is taxed for individuals.

c)   Deferred income taxes are important to investors because they may provide
information on whether the deferred taxes are advantageous or not advantageous. The
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importance of these liabilities helps investors make decisions for the future, even
though the income tax expense may not match up with these deferred income taxes.
d)   A deferred tax asset acts almost like a prepaid tax. It is a reduction in future taxes
payable, because the company has already paid the taxes on book income to be
represented. It represents the increase in taxes saved in the future as a result of the
temporary tax differences left at the end of the year. A deferred tax liability represents
a future tax payment a company is expected to make in the future. The depreciation
example mentioned above is an example of a deferred tax liability.
e)   A deferred income tax valuation is very similar to an allowance for doubtful accounts
account. If the deferred tax asset has over a 50% chance of not being recognized, a
deferred income tax valuation account is used in its place in order to balance the
entry.

f)

i.

Income Tax Expense

9,393

Net Deferred Tax Asset

8,293

Income Tax Payable 17,686
ii.

Income Tax Expense

9,393

Deferred Tax Asset

8,002

Deferred Tax Liability

291

Income Tax Payable 17,686

iii.

	
  

Effective Tax Rate= (tax expense) / (pre-tax income)
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Effective Tax Rate= (9393) / (23893) = 39.3%
Difference in ETR and Statutory Rate= 4.30%
iv.

$6,912 is listed in the current assets section and $6,596 is listed in
noncurrent assets.
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Case 12: Build-A-Bear
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a)   A company would rather lease assets than buy them because there is a lower
upfront cost associated with the asset. When companies lease assets, they get
immediate access to them, which is also beneficial. On a tax stand-point, the
company can subtract the lease cost from the company’s taxable income.
b)   Operating Lease- an operating lease is a lease whose term is short compared to the
useful life of the asset. The point of these are so that the company can keep the
asset off of its financial statements. An example of an operating lease is an
automobile.
Capital Lease- a capital lease is a lease in which the lessor only finances the
leased asset, and all other rights of ownership transfer to the lessee. The lessor
should record as a capital lease if it covers at least 75% of the asset’s useful life.
An example of a capital lease is a piece of long-term machinery.
Direct-Financing Lease- a direct-financing lease is a lease where the asset is taken
off of the lessor’s books and recorded as a receivable immediately. A direct
financing lease is usually offered by financing institutions, such as equipment
leasing companies.
Sales-Type Lease- a sales-type lease is a lease where the fair value of the leased
property is recorded for the lessor, and the ownership changes to the lessee by the
end of the lease term.
c)   Accountants distinguish between the different types of leases because they are all
accounted for differently. The different leases need to be recorded correctly on the
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company’s books and financial statements in order to ensure the correct valuation
of these leases over their respective lease periods.

d)   i. This lease will be classified as an operating lease because the term of the lease
does not make up a significant portion of the useful life of the asset(s).
ii.

Rent Expense

100,000

Cash

100,000

iii. Year 1:
Rent Expense

100,000

Deferred Rent Expense 100,000
Years 2-5:
Interest Expense

100,000

Deferred Rent Expense 25,000
Cash

125,000

e)   i. The expense associated with the operating lease in 2009 is $45.9 million.
ii. The costs of rent expense are on the line of Selling, General, and
Administrative Expenses on the income statement.
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Discount Rate = 7%
Lease

PV of

Year

Payment

Discount Factor

Payments

1

50651.00

0.93

47338.42

2

47107.00

0.87

41143.25

3

42345.00

0.82

34566.22

4

35469.00

0.76

27059.30

5

31319.00

0.71

22330.45

6

25228.67

0.67

16809.86

7

25228.67

0.62

15709.89

8

25228.67

0.58

14683.09

f)   i.

219640.48

ii.

Leased Asset- PPE

219,643

Lease Obligation
v.

219,643

Lease Obligation

35,276

Interest Expense

15,375
Cash

Depreciation Expense

50,651
27,455

Accumulated Depreciation

	
  

27,455
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g)   When Build-A-Bear structures its lease as an operating lease, it ultimately saves
because these expenses will be taken out of pre-tax income. Accumulated
depreciation will also be left off of its financial statements (balance sheet).
h)  
Operating	
  Lease Capital	
  Lease	
  
Current	
  Ratio
1.6578
1.6798
Debt-‐to-‐Equity
0.7252
1.844
Long-‐Term	
  Debt-‐to-‐Assets	
  
0.1323
0.4659

It appears as though capitalizing leases will yield weaker liquidity and solvency
ratios based on the computations shown in the table above. I do not believe this is
always the case. Net income, assets, and liabilities acquired in the period would
all affect these computations.
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